Spain

Sri Lanka

St. Kitts

St. Lucia
Suriname
Sweden
Switzeriand
Taiwan
Tajikistan
Thailand
Trinidad/Tobago
Turkey
Turkmenistan
Turks/Caicos
Uganda
Ukraine

UAE

UK

Uruguay
Uzbekistan
Vatican City
Venezueia
Yemen
Zambia
Zimbabwe

AVG INCREASE

13.49%

18.12%
23.71%
23.30%

7.94%
11.56%

4.17%
34.60%

7.48%
17.87%
26.28%
34.60%
35.11%
20.10%
34.60%
18.49%
48.99%
37.15%
34.60%

0.00%

7.76%

4.73%
26.04%
31.48%

19.70%

22.78%
12.60%
32.59%
41.90%
30.76%
21.26%
24.30%
13.70%
54.50%
16.98%
27.32%
41.35%
54.50%
50.20%
30.76%
54.50%
29.29%
29.17%
48.43%
54.50%
15.88%
24.19%
18.95%
37.30%
43.13%

35.45%

14.22%
5.03%
7.21%

14.92%
6.08%

12.79%

14.27%
5.76%
5.06%
8.94%
7.38%

19.48%
5.068%

23.50%
6.10%
5.06%

22.46%

24.75%

17.63%
5.06%
7.58%
7.85%
6.03%
5.99%

16.29%

10.21%

31.39%
20.47%
41.84%
51.80%
39.91%
29.78%
31.47%
21.67%
65.33%
25.17%
38.20%
51.27%
65.33%
60.75%
39.91%
54.45%
38.37%
38.25%
58.80%
65.33%
24.01%
32.88%
22.28%
48.91%
§3.15%

44.39%



NOTES

Increases for Basic, MegacomPlus, and Optimum USADirect services are based on
a comparison of 1992 rates with 1994 rates. Increases for CustomNet USADirect
service are based on a comparison of 1983 rates with 1994 rates, reflecting that
service's later introduction.

Per minute rates used to calculate rate increases were calculated based on a 5-
minute call.

Because Mexico is rated by mileage band, the 431-925 band was selected for
comparison purposes.

Where no data is provided for a country, service from that country was not available
when USADirect service commenced.

The services compared here are the USADirect services associated with AT&T's
basic long distance offering, as well as those associated with its Optimum,
MegacomPlus, and CustomNet offerings. AT&T Optimum, MegacomPlus and
CustomNet Services are Custom Network Services which permit outward calling
from a single location or multiple locations of the customer in the Mainiand and
Hawaii to stations throughout the U.S., Puerto Rico and the U.S. Virgin Islands and
to Canada, Mexico and overseas locations.

OPTIMUM: AT&T Optimum, a premium service designed for outbound
services and including rates for switched, dedicated and card
access, is positioned for single and muiti-location customers
billing between $3,000 and $30,000 per month.

MEGACOMPLUS: AT&T MegacomPlus, designed for outbound services and
positioned for single and muiti-location customers billing from
$7.500 to $50,000 per month, includes rates for switched,
dedicated and card access. At least one location must utilize
T-1 access.

CUSTOMNET: AT&T CustomNet is designed for outbound and inbound
services and includes rates for switched and card access.
CustomNet is positioned for single and muiti-location
customers billing $200-$5,000 per month.
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Statement

Issued by the Direcror General of
Telecommunications

Interconnection and Accounting Separation:

The Next Steps

SUMMARY

1 The UK has one of the most competitive
telecommunications markets in the world. Fair,
efficient and sustainable interconnection is vital to its
continuing deveiopment and to achieving OFTEL’s
goal of getting the best possible deal for the customer.
The purpose of this statement is to set out how tair
interconnection is to be achieved.

2  The proposals in this statement are put tforward
after extensive consuitations with the industry.
OFTEL louks towards to continuing consultation and
co-uperation from operators in achieving the forward
programme it has set.

3 Discussions have highlighted that there are some
valuable elements of fair interconnection that can be
implemented immediatelv. Others will take longer to
put in place. OFTEL is therefore proposing a three
stage programme,

First stage — interim interconnection
charges

4  The first stage comes into effect immediately
involving the use of the recent BT/MCL
determination as a basis for interim interconnection
charges for interconnection with BT (paragraphs 34-
43).

Second stage — programme for 1994

5§ Thesecond stage runs from March 1994,
involving amendments to BT’s licence, culminating in
January 1995 with, inter alia, the implementation of a
list of standard interconnection charges, a more
transparent process ftor relating costs to charges and
accounting separation of BT-Network. BT-Access and
BT-Retail. The cost basis for interconnection charges
would remain fullv allocated historic costs (paragraph
18).

Third stage — longer term issues

6 The third stage also begins immediately but
invoives consideration of issues on which the
substance and the timing of conclusions are uncertain.
This stage includes, inter alia, consideration of
alternative costing bases (including incremental
costs), alternative charging structures for
interconnection services (including capacity charging)
and the future of ADCs. This work may impact on
the evolution of interconnection from 1995 onwards.

Interconnection principles

7  Further work has been carried out on the
principles which should underlie interconnection



arrangements. Paragraphs 23 to 33 set out these
principles and identify those on which further
discussion is needed.

Accounting separation

8 Daragraphs 44 to 56 explain OFTEL’s detaiied
proposals for accounting separation between BT-
Network, BT-Access and BT-Retail.

Provision of interconnection services

9 Paragraphs 58 to 61 set out three lists of
interconnection services: List A contains those
interconnection services which OFTEL believes BT
should provide; List B those services on which further
discussion is needed but decisions should be taken
within Stage 2; and List C those services and issues
which may need more extended debate as part of
Stage 3.

10 Paragraphs 62 to 67 set out procedures tor adding
new services to the list and canvass views on a
number of specific issues.

Procedures for calcuiating standard
charges

11 Paragraphs 68 to 73 set out OFTEL’s proposals
for new procedures to ensure BT's cost allocation
principles and cost drivers are etfective and
transparent. This will invoive. in particuiar:

) OFTEL agreement ot BT's cost allocation
principies and cost drivers rollowing
consultation with the industry

D requirement on BT to allocate its costs to
components in line with the agreed cost drivers
and principles

D theintroduction by BT of a transfer charging
system to ensure BT-Retail pays the same as
other operators tor the same services

D new powers for OFTEL to investigate any part
or all of BTs cost allocation and transfer
charging systems and make subsequent
changes to BT's cost allocation methodology
(and theretore charges).

12 In addition, OFTEL wiil conduct an examination
of BT’s cost allocation and transter chargmg systemns
in 1994 and consult with operators on its findings.

New no undue discrimination condition

13 Paragraphs 83 to 93 set out the details of a
proposed new licence condition requiring BT, where
it offers new retail prices, to publish the underlying
network charge and offer it without undue
discrimination to all operators. Comments on the
proposed condition are invited by the end of April.

Non price terms and conditions of
interconnection

14 Paragraphs 94 to 125 set out the work OFTEL has
in hand on a series of non pricing issues on
interconnection including ownership of numbers,
number portability, directory information, equai
access, emergency services, technical interfaces,
quality ot service targets between operators, the
provision of network and market information and the
protection of commerciallv confidential information.

Symmetry

15 Paragraphs 126 to 133 set out OFTEL's policy on
when the new interconnection arrangements shouid
appiy to other operators as weil as BT. The
conctusion is that. in most cases, this should be when
the other operator has market power. Paragraph 130
sets out how market power might be assessed.

16 [n sum, this statement moves a very long way
towards fair interconnection arrangements; focuses
attention on the policy issues to be resoived before
further progress can be made; and sets out the work
programme tor OFTEL, BT and the rest of the
industry for the medium term.



Deveiopment of interconnection charges

1994 1995

| Use of BT/MCL
determination as
intenm terms for
interconnecton
arrangements

STAGE 1

STAGE 2 | Workon
deveiopment of

list of items to be
separately tariffed.
new procedures

on cost allocation
methodology and
accounting separation

1996

1997

Interconnection agreements based on standard list of
charges ana standard contract terms and evoiving in
the light of work on longer term issues.

STAGE 3 I Programme of work
on longer term 1ssues

;  Continuation of
work on longer
term 1ssues

Continuation of Evolution ot Start ot
work on longer new reqime new
term issues in light ot regime
price-cap
Consuitation begins review ang
on 1997 BT price- work on
cap review longer term
issues

INTRODUCTION

Purpose of the statement

1 Injune 1993 OFTEL issued a consultative
document lnterconnection aid Accounting Separation on
how mterconnection arrangements should be
implemented in the increasingiy muiti operator
market i the UK. 36 responses were recetved and
OFTEL has held a workshop and a sertes ot working
groups with the industry.

2 The purpose of this statement is to:

(a) set out OFTEL's conclusions on how fair
interconnection is to be achieved

(b) report on the views emerging from the
consultative process

(c) setout the work programme on interconnection
OFTEL has now set itseif for 1994 and bevond.

1993 consultative document

3 The consuitative document stated that OFTEL's
key policy objective was to ensure “the best possible
deal for the end user in terms of qualitv, choice and

value for monev”. [t said that this objective was to be
pursued principallvy by promoting efficient
competition. This remains OFTEL’s key policy
objective.

4 The UK has one of the most competitive
telecommunications markets in the world at ail leveis,
including network competition. The 1993
consultative document recogmzed, however, that BT's
network was the most comprenensive in the UK -
both for iong distance services and local terminations
- and wouid remain so for the foresecable future. The
terms and conditions on which operators can
interconnect with BT are, theretore, of vital
importance to the continuing development of
competition in the UK. This statement therefore
inevitably focuses on the reguiation of BT. However,
given the increasing number of network operators in
the UK, foliowing the Duopoiy Review, OFTEL
believes that, over time, some or all of the market for
interconnection services in the UK will become fully
competitive and that this will reduce the need for
reguiation in this market. This statement recognizes
this vision of the market for interconnection services
by proposing a regulatory framework which would
impose less regulation on fully competitive services.

5 The consultative document set out four principies
for interconnection arrangements:



5 The consultative document set out four
principles for interconnection arrangements:

) they should be transparent
) charges should be efficient and sustainable

D charges and other arrangements should not be
unduly discriminatory

) operators shouid have confidence in the
arrangements.

The document proposed accounting separation ot BT-
Network, BT-Access and BT-Retail activities as
essential to achieving these tour principles given BT
is both a provider ot network services and a retail
competitor.

6 Views were invited on tour 1ssues:

) how the charges tor interconnection services
should be calculated

) whether the principies and tvpes ot cost
apportionment bases OFTEL was propusing to
agree with BT and publish were the right ones

) how detailed the information required for
effective accounting separation shouid be

2 when other operators providing
interconnection services should publish the
same information as BT.

Responses to the consuitative document

7 A briet summarv ot the responses to the
consultative document 1s at Annex A. OFTEL is very
gratetul for these contributions which have been a
vital part of the process ot formuilating the new
arrangements set out in this statement. The
responses:

(a) endorsed the principies proposed for
interconnection arrangements while
recognising that turther work was needed on
their detailed impiementation

(b) in most cases, endorsed accounting separation
as an integral part of ensuring no undue
discrimination by BT

{c) emphasised the vital importance of a clear traii
between interconnection costs and
interconnection charges, invoiving OFTEL and
other operators.

(d) strongly supported the concept of a standard
list of interconnection charges

(e) highlighted a2 number of non price issues which
needed to be resolved to avoid unduly
discriminatory interconnection arrangements
eg access to numbers, directorv enquiries etc.

Ongoing consultations with the industry

8  The formal three month consultation process
revealed much common ground throughout the
industrv on the need for new interconnection
arrangements and the broad approach which should
be taken to them. Since September 1993, OFTEL has
been considering their detailed impiementation in
consultation with as much of the industry as possible.
A workshop was held in October 1993 and was
tollowed by a senes of working groups involving a
smailer number or operators. The smailer group of
operators has, in turn, consuited with others in the
industry.

9 OFTEL is very grateful for the willing co-
operation it has had from BT and other operators in
exploring these issues to a very demanding timetable.
A group comprising representatives from QOFTEL, BT
and a number or other vperators has met on three
vccasions: in December, January and February, and
the other operators have met with BT on further
occasions. The discussions held at these meetings
have piaved a kev part in increasing understanding
within the industrv of the detailed issues which need
to be resolved. Areas of agreement have been
established and remaining areas ot difference
crvstallised. OFTEL has concluded that there is now
a basis tor setting a programme tor the introduction
of revised interconnection arrangements.

10 Over the same period, OFTEL has been
discussing with BT the definition and operation of
accounting separation. BT has agreed to work with
OFTEL to agree the details to be provided for
accounting separation for the 1993/94 accounts and
to work towards full separate accounts for 1994/95.

11 As a result of these parallel streams of work on
interconnection charges and accounting separation,
OFTEL now believes that it is appropriate for this
statement to be made clarifying its proposals on
accounting separation and setting out the new
interconnection arrangements.



ACCOUNTING SEPARATION AND
INTERCONNECTION: THREE
STAGES

12 Detailed discussions with the industry have.
unsurprisingly, highlighted that there are some
clements in the proposals for new interconnection
arrangements which can be implemented
immediatelv and others which will take longer to
resolve.

13 OFTEL has theretore proposed a three stage
programme. The first stage ~ to begin immediatelv -
would involve using the recent BT/MCL
determination as an interim set of interconnection
charges. The second stage would run from March
1994 and invoive amendments to BT's licence
culmunating n fanuary 1995, rter alia, with the
implementation ot a new list ot standard
interconnection charges and accounting separation ot
BT-Nutwork. BT-Access and BT-Retail. The
interconnection charges would. however, remain
based on the historicai cost accounting basis set out
in BT's licence. Work on the third stage would also
begin immediately and consider issues which need to
be resolved as soon as possible but on which
implementation may not be feasible by fanuarv 1995.
This stage would include consideration of alternative
costing bases for interconnection charges, including
those based on incremental costs, and impact on
interconnection arrangements trom 1995 onwards.

14 Some ot the other operators have proposed the
amalgamation ot the tirst and second stages, giving
more urgency to the resoiution ot the stage three
issues. [n particular, thev have argued that
interconnection charges should be based on a form of
incremental costs which thev refer to as forward
looking economic costs (FLEC).

15 OFTEL recognises that there may be deficiencies
in the current arrangements, which base
interconnection charges on rullv allocated historic
costs, whilst recognising the theoretical attractions
associated with long run incremental costs. There are
however important practical and policv issues which
will need consideration before anv arrangements
based on incremental costs couid be introduced (see
paragraph 135 for a more detailed discussion of
these).

16 The three stages are set out in more detail below:

First Stage

17 The first stage wiil come into operation
immediatelv and involve an interim list of
interconnection charges based on the BT/MCL
determination. Paragraphs 34 to 43 provide more
detaiis.

Second Stage

18 The second stage will target the implementation
of a standard list of interconnection charges based on
fully allocated costs using historical cost accounting
conventions and transparent cost allocation
procedures to become etfective by January 1995.
Accounting separation will be an integrai part of this
process. OFTEL wiil be proposing appropriate
amendments to BT's licence.

Work programme for second stage

19 This statement sets out the detailed work
programme OFTEL is aiming to implement in 1994,
Achieving the programme will require considerable
input from BT and OFTEL. [n summary, the
programme will include:

(a) Calculation of interconnection charges

Publication as soon as possible of, and consuitation
on, BT’s cost allocation svstem inciuding the
principies and cost drivers and an examination ot
that system by OFTEL consulting with the industry
on 1its tindings (consultation on cost drivers wouid, in
principle, permit consideration of capacity as a cost
driver). The examination wiil be updated to cover
changes necessitated bv the introduction of revised
charges in Januarv 1995. [nterconnection charges
would then be calculated using fully allocated
historical costs, so as to ensure that by January 1995
there is a list of available interconnection services and
the Director General has determined the charges for
each service on the list (paragraphs 68 to 72).
Consideration wiil also be given to indexation
arrangements and a price cap on BT-Network (see
paragraph 82).

(b} Amendments to BT's licence

D to impiement accounting separation
(paragraphs 44 to 56)



) to establish a standard list ot interconnection
services, a procedure for making additions to
that list and for calculating interconnection
charges (paragraphs 57 to 82)

) to impiement new rules on undue
discrimination (paragraphs 71 and 83 to 93)

) require BT to draw up targets on qualitv ot
service for interconnection and monitor
pertormance against target (paragraphs 112 to
117)

) ensure the protection of commerciaily
confidential information given to BT
(paragraph 125)

{c) Accounting Separation

Detailed implementation ot accounting separation so
as to provide modified accounting intormanon tor
1993/94 and to work towards fullv separated
accounts tor 1994/95

(d) Non pricing issues

) transterence ot the administration ot
numbering to OFTEL (paragraph 95)

) OFTEL decisions on number portability, access
to 8T's Numbering [nformation Svstem (NIS)
and equal access (paragraphs 96 to 98)

) ademanding NICC programme. in
consultation with the industry, to ensure inter-
operability ot networks (paragraphs 110 to 111)

) the publication ot more mformation on the
telecommunications market both by OFTEL
and BT (paragraphs 122 to 124

Third Stage

20 The third stage will demand the consideration ot
longer term issues particularly the scope for
alternative cost bases for interconnection charges
including incremental costs. Work has alreadv
started on these issues and will be progressed as
quickly as possible. However, it is unlikely to impact
on the standard charge list until after fanuary 1995.
The longer term issues are discussed in more detail in
paragraphs 134 to 141 below. [n particular, OFTEL
will carrv out a pilot study to identity the detailed
cost make-up of specific components and services as
part of its assessment of alternative cost bases.

21 The rest of this document describes the three
stages in greater detail.

March workshop

22 In order to progress stages 2 and 3, OFTEL will
continue to consult with the industrv. To this end,
OFTEL will be holding a further workshop on 25
March to provide an opportunity tor it to explain its
work programme more tully and to receive feedback
on it. OFTEL wili be providing a dctailed timetable
on 25 March of how it proposes to carry forward
work on the various elements in this statement
including the input needed from operators.

INTERCONNECTION PRINCIPLES

23 The 1993 consuitative document was set in the
context of OFTEL’s overail objective - the pursuit, on
behalf of customers, of qualitv. choice and value for
money through competition. it specified four kev
principles for interconnection: transparency, efficient
and sustainable competition. no undue
discrimination and operator contidence in the
interconnection process.

24 These fundamental principles remain the
vardsticks by which OFTEL must judge the many
proposals emerging in the course of consultation. [t
became clear that more work was needed to achieve
the detaiied implementation ot the kev principles on
interconnection. OFTEL theretore asked the
operators and BT to come torward with more specific
principles and these have been the subject of some
discussion. This section of the statement sets out
OFTEL'’s views on the more detailed principles
proposed by the operators. including two on which
further discussion is needed.

Interconnection charges and services
shouid not unduly discriminate between
8T and other operators

25 OFTEL'’s proposals on this principle are set out
in paragraph 52 (accounting separation), paragraphs
89 to 92 (new ruies on no undue discrimination) and
paragraph 94 (no undue discrimination on non
pricing issues including for exampie access to
numbers, directory enquiries and provision of
service).



Interconnection charges shouid be cost
based and unbundied and the process for
deriving them should involve third parties

26 OFTEL believes that the basis on which the costs
of interconnection charges are calculated should be the
most appropriate tor ensuning effective competition
for the benetit of customers. The principle ot causalitv
and the relevance ot overheads is ciearly verv
important. Fully allocated costs (using historic cost
accounting) is the approach currently used for
essential interconnection services but, in the longer
run, alternatives such as long run incremental costs
will be considered. OFTEL has made a commitment to
consider these 1ssues as part of the proposed
programme of work. [t mav also be that the network
account will include different services charged on
different bases.

27 OFTEL considers that there should be as much
unbundling ot costs as is reasonably practical. Costs
should be ailocated to components in the network.
Interconnection should. however, be purchased as a
service although a service mav also be a single
component.

28 OFTEL also believes that the process for deriving
interconnection charges should be based on a
consultative process involving third parties so as to
ensure contidence in the regime, while respecting
commercial confidentiality and impiementation
practicalitics. This wiil inciude publication of, and
consultation on, BT's cost allocation process including
the cost drivers used. OFTEL's detaiied proposais on
the new process for caiculating standard charges are
set out in paragraphs o3 to 32 below.

interconnection interfaces and standards
shouid ensure interoperability of networks

29 A programme of work is under way within the
Network Intertaces Co-ordination Committee (NICC)
to ensure this. The programme is set out in more
detail in paragraphs 108 to 111.

Whether interconnection should be
symmetricai?

30 OFTEL takes the view that manv of the proposals
in this statement reflect BT's dominant share of the
network market. [t would not. therefore, propose to
impose most of the additionai reguiation on the other

operators until they also have market power. OFTEL
woulid propose to consider what market power is on
a case by case basis, but does not consider it arises
solelvy because only one operator provides the final
link from the exchange to the customers premises.
OFTEL'S detailed proposals on svmmetry are set out
in paragraphs 126 to 132.

Whether interconnection services shouid
be allowed at any technicaily possible
point in the network?

31 BT and the other operators differ on this
principle. While the other operators have suggested
that inter-connection should be allowed at any
technicallv teasible points in the network, BT has
raised concerns about this, particulariv whether an
automatic right ot access to all new services would
deter investment. innovation and service
differentiation.

32 One area which has emerged as common ground
between operators is acceptance of the “any to any”
principle under which customers expect to be able to
place a cail to anv other customer on the network,
irrespective of who provides the called party with
service, including customers accessed via premmum
rate or freephone services. Customers aiso expect to
be abie to contact an operator tor assistance,
emergency calls and directory enquiries irrespective
of whether their local network provides such
services. These expectations have been termed the
‘any to any’ principle and all operators currently
provide interconnection services in accordance with
it. (A customer might. of course. choose to waive his
full rights under such a principle when requesting
various tvpes of incoming and outgoing cail barring).
OFTEL's view is that the “anv to anv” principle
should theretore be formally accepted by ail
operators so that everv customer can call any other
customer (as defined bv a unique national or
international number) on the PSTN (including ISDN)
and the telex network, and have access to the
appropriate local operator services and premium rate
and automatic freephone customers.

33 However, there are other areas where views
differ on what services BT — ur other operators -
should provide. It is clearlv important for there to be
as much clarity as possible about where
interconnection can take place with BT’s network -
and what interconnection other operators will offer —

T



s0 evervone in the market can pian ahead with
confidence. Further discussion is needed on these
issues which are explored more tullv in paragraphs
62 to 67.

STAGE ONE: INTERIM CHARGE
LIST

34 Since the June consultative document. the BT/
MCL determination based on BT’s 1991-92 costs has
been published. This covered:

{a) connection charges

(b) convevance rates tor local and short and long
national calls (up to 56 km and over 56 km
respectiveiv) and a new rate for the use of the
Digital Local Exchange «DLE)

(c) Access Deficit Contributions (ADCs) pavable
for local. national and international calls

{d) waiver of ADCs for Mercury.

35 The determination was published in December
and copies are available trom OFTEL together with
an explanatorv document. The explanatory
document sets out how OFTEL reached its decisions
in the determination, including the interpretation ot
relevant costs and how the cost ot capital and capital
emploved were calculated tor the purposes of
determining convevance charges and ADCs. The
explanatory document also sets out OFTEL's generai
policy on watver decisions as this is relevant to ail
operators in the market.

36 The calculations of convevance rates are based
on component costs and routing tactors. The latter
are derived from statistical samples to measure the
use made of the network bv each tvpe of call (local,
long or short national). Except for the local exchange
segment routing factors are specific to each operator.
For a new operator. thev may need to be estimated in
the first instance and calculated with more accuracv
at a later date when the actual tratfic of the operator
can be assessed.

37 Attached at Annex B is a ‘Readv Reckoner’,
based on the costs determined for the BT/MCL
determination, from which other operators will be
able to estimate the costs thev are likely to face in
interconnecting with the BT network. The tables
show the costs in pence per minute for use of the

components in the network. There are four main
components: local exchanges, main exchanges,
junction transmission and trunk transmission. The
transmission components are further divided
between costs which are sensitive to the number of
transmission links and those sensitive to the lengths
of the links. The routing factors shown are for
Mercury's average use of components and the
average for the network as a whole, used in the BT/
MCL determination. The segment convevance rates
determined for Mercury can be repert’om:\ed by
multiplying the routing factors by the componént
costs to give the conveyvance cost. To this should be
added the average cost of the ‘other' components
described at Annex B to give the totai convevance
rates. Other operators mav estimate the convevance
rates thev are likelv to tace bv substituting an '
estimate ot their own routing tactors tor those ot
Mercury. The rates shown are unadjusted for the
time ot dav gradient. but the gradients are listed on
the table. The gradients will of course be amended to
reflect any relevant changes in BT's retail time of day
gradients.

38 OFTEL has asked BT and the other operators
whether thev would be prepared to accept
conveyance rates based on the “Readv Reckoner” and
connection charges as in the BT/MCL determination
as an interim list. All parties have agreed in principle
to do so subiject to sorting out some detailed issues.

39 The "Readv Reckoner” rates are based on BT's
1991/2 FRBS and will be updated annuaily based on
audited resuits (normaily available by the end of
September). An OFTEL adiusted version of the
1991/2 FRBS is at Annex C. Updated rates will appiv
until contemporaneous data is available, atter which
retrospective adjustments will be made between
interconnecting operators.

40 The extent to which an operator actually pavs
ADCs depends on waiver determinations. However,
the ADC pavable for each tvpe of call is standard and
appilies to all operators. The caiculation of the Access
Deficit for 1991/2 and the gross contributions to its
funding from BT’s services is at Annex D. The ADC
will be recalculated annuallv, and retrospective
adjustments made for interconnecting operators.

41 The proposali for an interim list of
interconnection charges does not mean that if
individual operators want to refer convevance rates
or connection charges to OFTEL, OFTEL will not
undertake a determination. The operator shouid,



however, expect anv determination to be consistent
with the BT/MCL determination.

42 Civen the condition preventing undue
discrimination in BT's licence, OFTEL expects BT to
make these charges available to all other operators
purchasing simiiar services whatever the contractual
arrangements with those other operators. Other
operators will, of course, need to apply individually
for ADC waivers as appropriate.

43 OFTEL recognises that there are some issues
which still concern the other operators and which
have not been covered bv the BT/MCL
determination. Examples include rates where
exchange modernisation ts incompiete, transit and
international tratfic and new services not currently
offered for interconnection bv BT. OFTEL wiil carrv
out a determination on these or other 1ssues as
provided tor under Condition 13 ot BT's licence, it
requested by an operator. OFTEL would then expect
any such determination to become part of the interim
interconnection charges.

STAGE TWO: ACCOUNTING
SEPARATION AND NEW
INTERCONNECTION CONTRACTS

Accounting Separation

44 Responses to the 1993 consultative document
generallv weicomed accounting separation and
OFTEL remains firmiv of the view that it 1s essential.
OFTEL has also noted the recommendation ot the
recent Public Accounts Commuttee Report
(Commuttee ot Public Accounts. 6th Report, 1993/94,
Office of Telecommunications: Licence Compliance
and Consumer Protection (HC 123)), which urged
early implementation of accounting separation to
facilitate competition and demonstrate the fairness of
BT's interconnection charges. OFTEL thus intends to
proceed with the accounting separation proposed in
its consultative document between BT-Retail,
BT-Network and BT-Access.

Purpose of accounting separation

42 The purpose of accounting separation is to
provide information on the cost base from which
interconnection charges are derived and to provide
the reporting function to show that the derivation of

those charges has not resuited in undue
discrimination. it wiil also enable BT to demonstrate
its Access Deficit and that the charging of ADCs have
not been unduly discriminatorv. More specitically,
its purposes are to:

(a) ensure BT's accounting systems distinguish
between its separated activities and thus
allocate its costs in a wav which retlects
properlv the division between those activities:
and

(b

-

enable BT to demonstrate in published audited
financial statements that its network and ADC
charges have not resuited in unduly
discriminatorv behaviour.

46 [n order to ensure that the costs are not allocated
in a way which leads to untair cross-subsidv and
hence discrimmatory charging tor both network
services and ADCs, it is important that the accounts
are produced in accordance both with recognised
accounting standards and a cost allocation
methodology acceptable to OFTEL and the industry
as a whole.

47 It is OFTEL’s intention, theretore, that the
accounts should be prepared in accordance with
Companies Act requirements insotar as these are
applicable and that the accounts should be directly
reconcilable to BT's statutorv accounts. The costs
should also be allocated between its activities in
accordance with principles and cost drivers agreed
bv OFTEL atter consultation with operators. BT wiil
also be required to publish detail of its transter
charging system. BT’s auditors will be required to
give an audit opinion covering these three aspects of
the accounts. giving a full explanation of how they
have reached this opinion. A proposed audit report
is at Annex E.

Detaiis of accounts

48 In the 1993 consultative document, OFTEL asked
for views on the level of detail to be published in the
separate accounts. While some respondents feit that
there was a need for more detailed cost breakdowns
than those proposed. others telt that there was no
need to disclose disaggregated costs of wholesale
services, if such costs were disaggregated as part of
an audit trail linking charges and costs. The
relationship between costs and charges and the extent
to which such a relationship should be transparent is
dealt with in paragraph 71 of this document. OFTEL



has concluded that the ievel of detail it proposed in
its consultative document was broadlv right and thus
now intends to require BT to produce accounts with
that level of detail. The detail proposed in addition
to Companies Act and accounting standards
requirements is shown in the account tormats at
Annex F.

BT-Network

49 This financial statement will be composed of the
costs, capital emploved and revenue ot the network,
relevant overheads and all other services which BT
either wholesales or is likelv to wholesale to other
operators. The contents of this account are likely to
vary over time, as different services are required bv
interconnecting operators. However, thev will
include initially the component costs ot existing
network services and will be amended to cover the
component costs ot the list of services the other
operators have at this stage dentitied they require, or
are likelv to require. tn the near tuture. The account
will also include services orfered to BT-Retaii only.
The account will theretore include the cost of all
network plant necessarv for the set up and
convevance of messages, including signalling; all
plant required for the provision ot private circuits
and point to point transport; all plant needed for the
operation, management and maintenance of these
activities; operator centres handling assistance,
emergency and directory enquiry services: all
processes and svstems needed for the planning,
construction, operation. provision, maintenance and
management of the plant above: all relevant
overheads and all services which operators have
identified thev require or are likely to require.

BT-Access

50 This account will include the costs, capital
emploved and revenue of BT's provision of
connection, rental and other access services to the
business and residential PSTN market. [t will include
all the services covered by rental charges, for
example, the provision of telephone directories. It
will also show the ADCs received from BT-Retail and
other operators, as well as that part of the access
deficit not recovered.

8T-Retail

51 The BT-Retail regulated activities wiil be broken
down into the categories listed in Annex G which
largely follow the breakdown currently existing for
BT’s Financial Results bv Service ( FRBS ){see Annex
Q). The accounts wiil include the operating costs and
capital emploved specitic to BT's retail activities as
well as the transter charges paid bv its retail activities
for its access and network services. At this stage
OFTEL has onlv seen the need to add one retail
service to those listed in BT's existing FRBS, that is
mobile services. The reason for this is that the
provision of fixed to mobile cails can be seen as
distinct trom the provision ot calls from fixed link to
fixed link telephones. The distinction arises in the
difference in the costs involved. as the costs of
providing convevance to a mobile telephone are
higher than those to a fixed link telephone. 1t is clear
that the relationship between revenues and costs is
also different tor calls to mobile and separate
disclosure is required to enable BT to demonstrate
that there 1s no unfair cross-subsidv between this and
other call services.

52 BT’s non-reguliated retail activitics will be a
separate categorv within the retail financial
statements. The category will consist of the costs,
capital emploved and revenue relating to all BT's
non-regulated activities in order to demonstrate that
BT has not undulv discriminated in the allocation of
its cost between its regulated and its non-regulated
activities and to provide a reconciliation between
these separate accounts and its group statutory
accounts.

Format of financial statements

53 Formats of the accounts are attached at Annex F,
the format to be suppiemented by the normal detail
required under the Companies Act and accounting
standards for statutory accounts insofar as these are
relevant. Each set of financial statements shouid
provide for each of the disaggregated activities a
protit and loss account. a capital employed statement
and detailed notes to those statements. The capital
emploved statements will identify capital empioyed
as defined by OFTEL and the accounts will show
BT's return on capital empioved. As the annex shows
there will be more detail required in the network
account than the retail accounts, in order to
demonstrate that BT has allocated its cost between



services in a not unduly discriminatory wav. Thus
there will be a note to the profit and loss account
showing the average cost of providing each of its
network services during a particuiar vear,
distinguishing between directlv attnibuted and
apportioned costs (see Annex F). Relevant time ot
dav gradients are also disclosed to enable the average
cost per minute by time ot dav to be calculated. The
retatl accounts will disclose BT's usage of convevance
services to demonstrate that BT-Retail has paid the
same charge as other operators for these services.
There will also be a separate note showing the
calculation of the cost ot capital of each of these

sServices.

54 The consultative document proposed separate
disclosure ot the charges tor providing services to
BT-Retail and those ot providing them to other
operators. As OFTEL is now proposimg standard
charges, these costs wall ondv varv it the service
provided is ditferent. Thus OFTEL shall now instead
require BT to unbundle its services so that any
ditference can be cicarly identitied.

§5 The charges raised in anv particular vear tor
interconnectton will be based on the cost information
tor the most recently avarlable set ot accounts. As
more up to date information becomes available,
retrospective adjustments will be made. |t is thus
likelv that a provision will be needed in the accounts
to allow tor any possible adjustment in costs.

Timing

56 OFTEL is in discussion with BT with the
intention ot producing separate accounts tor the
1993/94 tinancial vear. BT's cost allocation svstem
has not previousiv been set up to produce separate
accounts and thus the 1993/4 accounts wiil not meet
OFTEL's tull requirements. OFTEL is in discussion
with BT on the details that will be provided for the
1993/94 financial vear and BT has agreed to work
towards achieving full separate accounts for the
1994 /95 financial vear.

Standard List of Interconnection Services

57 The concept of a standard list of interconnection
services has had strong support. Much of the
discussion in the working groups has focused on:

'

(a) what interconnection services are technically
feasible; and

{b) how the charges tor those services should be
established

Provision of interconnection Services

58 Cunsiderable debate has taken place on what the
list of interconnection services otfered by BT should
be. The relevant condition in BT's licence (Condition
13} requires BT to enter into an agreement with
anvone authorised to run a Relevant Connectable
System to establish and maintain such points of
connection so as “to meet all reasonable demands for
the convevance of messages” between BT's svstem
and those ot the other operators. There are similar
conditions in the licences ot other operators, The
licence fcaves 1t to the Director General to determine
what constitutes “reasonable demand” if it cannot be
commerciaily agreed by the parties. In practice this
has been done through the determination process.

59 This statement applies onlv to operators which
run Relevant Connectable Systems - in practice.
currently the majority ot operators with individuai
licences.

List of services to be provided

60 The other operators consider that
interconnection charges shouid be unbundled into
components which could be purchased individually.
OFTEL agrees that costs must be allocated to
components but that interconnection shouid be
purchased as a service. however small and possibiy
oniv invoiving one component. OFTEL has therefore
concentrated on seeking agreement between BT and
other operators on developing a list of services which
meets most ot the aspirations ot operators in terms ot
what they want to purchase and which it is practical
for BT to provide. The list is at Annex H. It falls into
three parts.

(a) List A contains those interconnection services
that OFTEL believe should be provided by BT
from january 1995 though not all the charging
arrangements are vet determined. Some
further unbundling of switching components
to remove the costs of unwanted
supplementarv features may also be required
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(b} List B contains those services which OFTEL
believes need to be considered during 1994 so
that thev can be provided. if agreed or
determined, from fanuary 1995

(¢} List C contains those services or issues which
OFTEL believes may need more extensive
debate on a longer time scale

61 OFTEL would proceed to deal with the issues
arising from Lists B and C as quicklv as possible so
that the range of interconnection services otfered by
BT fullv retlects market developments.

Addition of new services to list

62 [t will be important that the list rerlects market
Jdevelopments. t is theretore proposed that new
services should be added to the list either by
agreement with BT or, 1t agreement cannot be
reached, through new procedures involving an
OFTEL determimation. What services are added to
the list will be a matter of concern for the industry in
general. OFTEL would propose to reach any
decisions reterred to it in consultation with the
industrv as a whole. OFTEL will consider any
proposals tor new services referred to it as thev are
referred and certainlv not less than once a vear.
OFTEL will be willing to consider the case for the
addition of new services at an eariv stage in any
discussions with BT.

63 The procedures tor adding new services to the
list raise the question ot whether there are any
principles or rules which can be applied to requests
for new services or whether such requests need to be
judged on a case by case basis as thev are at present.
A number of issues are relevant:

{a) other operators’ concerns to allow their
services to be accessible bv BT's customers

(b) BT’s concern that automatic right of access to
their new services couid deter innovation,
service differentiation and investment in the
market. Both charging and availability issues
may be reievant

{c) other operators’ wishes to see new services
such as intelligent networks and broadband
provided in a standard way that will facilitate
interconnection

(d) the extent to which other operators in the
market should offer similar interconnection
services to BT

(e) customers’ expectations that thev shouid be
able to divide their networking requirements
between more than one operator without being
disadvantaged bv inadequate interconnection

64 OFTEL proposes to hoid urgent discussions with
BT and other operators on the issues in paragraph 63
above and on whether general principles can be
drawn up to establish the services offered for
interconnection. OFTEL will be guided by its
overriding objective ot more choice for the customer.
[t will, in particular, welcome discussion on the
following issues:

(a) alternative service access If a customer is
taking service from one operator, should he be
able to access all relevant services provided by
other licensed operators in his area? This issue
has arisen in relation to access trom BT's
pavphones. [t is also relevant to other services.
OFTEL wiil want to look at the detaiied
arguments on this issue but considers that, in
principle, such access should be made available
by anv dominant operator. OFTEL wiil want
to explore the extent to which other operators
should also make such access available

(b) service to service interconnect Whether
interconnection shouid be available between
the comparable services run bv different
operators which are technicailv capable of
being interconnected ey VPN/Centrex
services. BT has argued that the provision ot
service to service interconnect could limit the
scope for innovation and product
differentiation in favour of a more co-
ordinated development of services amongst
interconnected operators. The Director
General's view is that he would generaily
expect to add such services to the list where
the benefits that customers wouid gain
outweigh anv disbenetits arising frcm greater
service uniformity

(c) interconnection to BT’s access network
Several of the other operators have expressed a
desire to gain direct interconnection to BT's
access network. The UK reguiatory regime has
always encouraged the development of
alternative infrastructure to BT, particularly in
the access network where a significant
proportion of BT's costs lie. Since the Duopoly
Review, the DTI and OFTEL have created an
environment encouraging the development of



alternative access arrangements to BT and feel
that allowing untettered access to BT's copper
loop might tend to reposition BT's access
network as a common utilitv and undermine
the significant investment in other networks,
especiallv the cable companies who bv virtue
of their broadband buiid requirements could
not themselves exploit such forms of access
network interconnect. OFTEL would wish to
discuss this issue turther with industrv and it
is included in List C.

OFTEL believes however that BT's scope to
exploit the copper locai loop to carrv muitiple
services at marginai cost whilst clearlv otfering
potential benetit to ‘customers” could
nevertheless create a barrer to the provision ot
alternative sources of supply for services such
as domestic alarms or meter reading. OFTEL
would wish to discuss this issue turther with
the operators and debate the proposition that.
if for such speatic services the copper loop wiil
for the toreseeable tuture remain ettectivelv a
utility, some torm of interconnect to such
services (rather than the loop uselt) should be
provided. The views of the other operators
providing local access will be a particularly
important input to this debate. not the least in
considering whether anyv principles should
apply to them as well as to BT.

Charging for fixed point to point transport

65 The creation or a competitive market mav also be
assisted by allowing operators to buy certain forms of
services from each other as a way to expand their
own networks more rapidlv. prior to their own self-
provision, or in areas where seif-provision couid
never be justified. A particular case is that ot the
provision of non-switched transmission paths or
point to point transport. Private circuits are a speciai
form of point to point transport and can alreadv be
provided under Condition 46 ot BT's licence,
essentially at retail tariff. A number of operators
have expressed concern that the absence of an active
wholesale market is hindering competitive
developments. BT, on the other hand. argues that if
the pricing regime were now to be changed, it would
render nugatory some competing investments which
have aiready been made and wouild give rise to
demands for similar treatment from BT's large
customers, some ot which use more of its network
than the smailer of the other operators.

66 OFTEL believes that point to point transport
within the main network shoulid be otfered as an
interconnecting service and it has been included in
List A. OFTEL wishes, however, to debate the
appropriate pricing regime turther with the industry,
taking account of Condition 13 and anv other
alternatives. '

Where interconnection shoulid take place

67 OFTEL expects all new interconnections to be
provided on an “in span connection” basis where
technicailv and operationally possible. OFTEL would
expect operators having the use of existing
interconnect tacilities in another operator’s building
to continue to use these but not turther expand the
physical accommodation. OFTEL recognises that
some torms of “in span connection” mav require
“virtuat co-location” in the short term. but that this
should not demand the provision of discrete
accommodation. OFTEL wouid propuse to discuss
with the industry US experience of “virtual co-
location” in case this has any lessons for the UK and
whether, in the light of decisions on access to the
copper loop, there s any roie for physical co-location.

Procedures for Calculating Standard
Charges

68 One of the significant resuits of the wide
consultations has been a better understanding ot the
accountig svstems used by BT to allocate costs to its
different services. This has contirmed OFTEL's view
that BT's exasting cost allocation system provides a
suitable starting point tor calculating charges as long
as: costs are collected bv network components
gathered into a network account and interconnection
charges are based only on relevant costs and applied
without undue discrimination to BT-Retail and other
operators. These procedures need to be made more
transparent to OFTEL and other operators.

69 OFTEL believes that a significant level of other
operator invoivement is necessary if there is to be
contidence 1n the procedures. The current
arrangement, with OFTEL alone seeing the detailed
cost figures lving behind BT's proposed
interconnection charges, is not sufficient. Some of the
other operators have argued that BT’s detailed cost
figures shouid be published, or that other operators
should have power to put in their own auditors.
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Some have suggested that BT should publish the
percentage of costs allocated to each of BT's cost
categories.

70 While OFTEL fully recognises the concern of the
other operators to have more confidence in the
calculation ot charges, it also recognizes BT's
concerns about commercial contidentiality. OFTEL
theretore proposes to put into place — where
appropriate, through licence amendments - the
procedures described in the following paragraphs.

Cost allocation methodology and transfer
charging

71 OFTEL will require BT to publish its cost
allocation principles and cost drivers and details ot j
its transter charging svstem as soon as possible. [t ‘
will invite comments trom third parties and will then
agree the principles and cost drivers which BT |
should follow for the allocation ot costs, capital |
emploved and revenue to all its activities. including :
to network components and hence to interconnection :
services, and the production of separate accounts.
This exercise could. in principle. include l
consideration of capacity as a cost driver; OFTEL will .
also agree the transfer charging svstem. The
methodology should contorm to the tollowing ’
principles: i
|

) costs and capital emploved should be allocated
to components and services in accordance with
the activities which cause costs to be incurred
(this is otten known as “activitv based !
costing ). The allocation should be objective :
and not intended to benetit either BT or other '
operators

) sampling techniques may be used to derive the
apportionment bases. as long as these are
based on appropriate statistical techniques
which result in an immaterial margin of error

) there should be consistencv of treatment from
vear to vear. Where there are changes to the
methodology, BT should restate the parts of
the previous two vears financial statements
affected bv the changes; and

D the allocation process should have due regard
to the concept of materiality. This means that a
distinct allocation basis mayv not be appropriate
for a particular cost if the use of a distinct basis
would not materiailv affect the allocation.

|
|
|

Materialitv should also mean that bases of
allocation are not changed unless the effect of
the change is likelv to be material to the
allocation of costs. A material change is in
OFTEL'’s view one that would atfect the charge
for interconnection service bv at least 1%

) the transfer charging system shouid ensure
that BT-Retail pays the same charge for the
same service as other operators and that the
total pavments made by BT-Retail to BT-
Network and to BT-Access are properiy
disclosed in BT's separate accounts.

72 Once agreed. the methodology can oniv be
altered by agreement with the Director General,
following consultation with other operators. If the
methodology is changed. BT wiil have to be able to
show how costs would have been ailocated under the
old as well as the new methodology.

73 For the preparation of separate accounts,
revenue ailocation should conform to the cost
allocation principles where relevant.

Investigation by OFTEL

74 OFTEL will seek the power to investigate anv
part or all of BT's cost allocation and transfer
charging systems and their impact on BT's financial
resuits and to publish its findings for consultation.
The extent of such an investigation will be at the
Director Generai's discretion and can be initiated
either by him or rollowing a complaint. As a resuit of
such an investigation, the Director General may
require BT to change the allocation ot costs and the
methodology.

Systems examination in 1994

75 In addition, OFTEL will conduct an examination
of the cost allocation and transter charging systems
underlving the production of separate accounts for
1994/5 in 1994, and will consult on its findings with
other operators.

76 The objectives of the examination will be to reach
a conclusion that the svstems enable a proper
allocation of costs and capital emploved to BT's
different cost components and accounts and a proper
aliocation of revenues (including transfer charges) to
the accounts such that its interconnection charges and
access deficit contributions are not unduly



discriminatory and that it can demonstrate in its
accounts whether it has untairlv cross-subsidised anv
of its separate activities or shown any undue
discrimination in the provision of anv of its services.
The examination will focus on the material (both in
terms ot value and sensitivity) cost drivers and
transter charging controis in order to form a view ot
the svstems as a whole.

77 Other operators wiil be consulted on the resuits
of the examination, which will be published. The
examination will be updated to take account ot the
introduction ot any changes in cost drivers
necessitated by revised interconnection services.

78  Atter the results ot the 1994 examunation have
been published. OFTEL will also consider whether
additional information needs to be published on a
regular basis on the detailed cost atlocatons being
made under BT's svstem and, it so. what.

79 In OFTEL's view:

) agreement bv OFTEL, atter consuitation with
third parties, ot BT's cost allocation principles
and cost drivers and its transter charging
svstem

) OFTEL powers ta carry out and publish the
findings of independent investigations

) the opportunity tor other operators to
comment on the tindings ot the investigations

) OFTEL powers to require BT to make changes
to their cost allocation methodology and
theretore their charges) in the light ot
investigations

strike an appropriate balance between the provision
of information to other operators and BT’s concerns
about commercial contidentiality.

Competitive network services

80 BT has argued that the only part of the network
requiring special regulation is the bottleneck between
the customer and the locai exchange which is usually
served bv onlv one operator. [t argues that Mercury
provides an alternative long distance network: other
operators are entering this market - albeit in some
cases on a regional basis (eg Energis, Colt, the cable
companies) — and that this market is therefore
competitive. OFTEL recognises that competition in
network services is developing. Mercurv’'s network

does not cover the whole countrv, however, and BT
is currently the dominant provider of network
services. OFTEL therefore considers that, at the
moment, the procedures proposed for providing
information on the relationship between network
costs and interconnection charges shouid apply to all
interconnection services BT provides to other
operators. However, it can envisage a time at which
some network services would be competitive and
should theretore attract less regulation. OFTEL has
considered whether 1t is possible to lav down in
advance principles which, if met, would mean a
particular network service was competitive. It has
conciuded that this is not teasible but wouid propose
to recognize the potential for competitive network
markets by introducing licence amendments:

(@) giving the Director General power to designate
certamh interconnection services within the BT-
Network account as competitive. The
definition ot markets would be left to the
Director General

z

requiring BT to publish interconnection
charges for competitive services and to otfer
any such charges on a not unduly
discriminatorv basis to itseif and other
operators. The BT-Retail account would still
need to show the appropriate transter charges
to the BT-Network account.

The provisions at (b) above are necessarv because
BT’s invoivement in both the network and retail
markets could lead to undue discrimination against
other operators and theretore a distortion ot
competition.

81 In general. the normal powers for investigation
of anti competitive activities under BT's licence and
the Fair Trading and Competition Acts would, of
course, still appiv to all services.

Indexation and BT-Network price cap

82 A number of operators have commented
adversely on the need - under the current
interconnection arrangements - to adjust charges
retrospectively. They argue that such adjustments
can cause competition problems because they have
less information than BT about what the adjusted
costs are likely to be and this constrains their pricing
in a fiercely competitive market. OFTEL recognises
this problem and would theretore propose to expiore
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the scope tor indexation or a price cap on BT-
Network in Stage Two of its programme. This work
will need to take account of anv tensions that might
arise, as a resuit, with the price cap on BT's retail
services, particularly as the Director General's view is
that, on the information currently available to him. he
would not intend to reopen the retail price cap
agreed for August 1993 to July 1997.

NEW NO UNDUE DISCRIMINATION
CONDITION

83 The june 1993 consuitative document {paragraph
34) indicated that OFTEL wouid be proposing a
licence modification requiring BT, where it otfers
new retail prices. to publish the network charge
underlving the retaif price and offer it without undue
discrimination to ail operators. OFTEL has been
discussing the details ot this licence amendment with
BT and would now welcome comments on it.

84 OFTEL'S overriding aim is to ensure the best
possible deal for customers in terms ot qualitv, choice
and value for monev. OFTEL wishes BT's retail
customers to reap the benetits of low prices -
whether permanent price reductions or special otfers
- provided that this does not resuit in competitors, or
other customers. having to pav untairlv high prices
by comparison.

85 The relevant rule in BT's licence is Condition {7
which, in broad terms, prohibits BT from:

{(a) showing undue preference to, Or exercising
undue discrimination against, particular
persons or classes of persons: and

(b} unfairiv favouring its own business to a
material extent so as to place competitors at a
significant competitive disadvantage.

86 In August 1993 the Director Generai made a
determination that BT had contravened Condition 17
with its ‘Sunday Special’ offer which was found not
to cover the costs attributable to the running of its
network when those costs were assessed on the same
basis as that used for setting charges tor network
usage by interconnecting operators. BT's failure to
make corresponding reductions in its charges to
interconnecting operators contravened Condition 17
and placed interconnecting operators at a significant
competitive disadvantage. They were unable to make

competing discounted otfers to their own customers
because thev continued to have to pav standard
charges to 8T for the use of its network and because
those charges constitute a large proportion of
competitors’ total costs.

87 Condition 17 asks the Director General to
determine what constitutes undue’ preterence or
‘undue’ discrimination by BT, after taking into
account all factors which mav be relevant in a
particular case. A ruie of this tvpe has considerable
advantages over one which attempts to set out
preciselv what tvpes of activity are, or are not,
permissible. The more specific the ruie, the greater
the risk that it will prove to be inadequate because
certain activities or effects were not envisaged at the
time the terms of the rule were set. [t also has
disadvantages - mainly those of uncertainty to both
BT and other operators: in particular, BT is not
obliged to demonstrate in advance that it is
complving with the terms ot Condition 17 and the
regulator has no power to impose penalties for failure
to comply nor to make an order for compensation to
disadvantaged other operators. In order that BT and
other operators should have more claritv about what
could be regarded as undue discrimination, OFTEL is
proposing to put a new condition in BT’s licence.

Detaiis of proposed licence amendments

88 BT's cail prices to customers mav be considered
to cover a number ot different elements. They cover
convevance costs. {which should be assessed on the
same basis as the interconnection charges that
interconnecting operators must pay tor the use of the
BT network); retail costs, which might be divided
into a tixed element which does not vary with the
volume of activity in any BT service and a variable
element which is related to the voiume of activity on
a particular service and ADCs. [n addition, because
convevance costs are calculated using BT's cost of
capital (reasonabie rate of return) and BT's retail
prices are set under a price cap, it is possible that, in
total, the income from cails provides a higher rate of
return to BT than the current cost of capital. even
atter ADC payments have been taken into account.
(This surplus is reterred to in this statement as
‘supernormai protit’).

89 The proposed condition specifies that, in the
absence of changes to interconnection charges, BT's
tariffs must cover ail of the elements set out in
paragraph 88 except the 'supernormai profit’ and its



tixed retatl costs. If anv BT taritf fails to cover the
level ot ADC pavable bv other operators, BT must
also reduce the ADC pavable bv that operator. in
addition. it anv BT reduction in a price results in that
price not covering the fullv allocated costs ot
convevance, BT must adiust appropriately its
interconnection charges to other operators. Full
particulars of the proposed condition are set out in
Annex I. In summarv. the new condition would
require BT to:

(a) give OFTEL advance notice ot any proposed
new call charge taritfs for services covered by
the main price control condition in its licence
{Condition 24A);

(b) provide OFTEL swith an analvsis ot the
underlving costs making up the new prices,
identitving convevance coses and ADCs
separatelv: and

() include proposals tor making its network
avatlable to interconnecting operators
providing competing services with the same
convevance and ADC costs as at (b) above as
soon as the new terms became etfective. ADC
adjustments would oniv be necessarv in cases
where operators were paving ADCs.

90 The new licence condition would give the
Dircctor Generai the power to prevent the
introduction of the proposed new price tt he was not
satisfied that the conditions ot the new provision had

been met.

91 The proposed new condition would be in
addition to, and without prejudice to. the proposals
in paragraphs 68 to 82 above on the method tor
caiculating interconnection charges.

92 OFTEL would welcome comments on its
proposals before moving to the 28 day statutory
consuitation process for new licence amendments.
Any comments shouid be with OFTEL by the end
of April. OFTEL recogruses that this is less than the
three months it normallv aims to provide for such
consujtations. This takes account of the tact the
proposed licence amendment was toreshadowed in
the 1993 consuitative document.

93 [n making comments. those concerned may like
to take account of the tollowing points:

{a) a possible, though not universally agreed,
definition of a predatorv price is one which is
below incremental cost. This is because anv

(c)

price above incremental cost is sustainable in
the long term. since services provided above
incremental cost make a positive contribution
to a tirm'’s protits. In the absence of the type of
constraint proposed here, BT would not be
constrained from setting combinations of retail
prices and interconnection charges that were,
by this detinition, predatory. The ruie
proposed and outlined in this document wouid
prevent this. However, the rule does no more
than this, and BT would be allowed
considerable commercial freedom to target
selectively customers of emerging competitors,
in a wav that could stifle the development of
competitors in the telecommunications
industry. If this possibility were to be
considered a matter ot concern. a possible
solution would be to impose price bands or
tloors, which would limit the amount by which
BT was able to reduce individual taritfs on a
selective basis. [t might be appropriate for such
rules to be time-limited. with the long term
objective of relving oniv on rules on no undue
disciimination to control anti-competitive
behaviour. Against this, consideration needs
to be given to the benetits to customers trom
competitive pricing initiatives from BT

concern has been expressed as to whether retail
costs can be accuratelv or appropriately
divided into fixed and variable categories.
OFTEL would weicome comments on this
point. if concern is expressed. how do
respondents teel retail costs shouid be treated
for these purposes?

if BT is unabie to reduce its costs sutficiently
quickly, it is possible that the reduction ot
prices following the RPI-7.5 price control
would result in retail taritfs set at fevels which
failed to cover all of the elements identified
above. In these circumstances, it could be
argued that BT should not have to reduce
interconnection charges to competitors, since
its failure to earn an adequate return on its
retail activities, resuited from having to
comply with the price control. However, it is
OFTEL'’s view that the principle of no undue
discrimination should appiy regardless of the
reason for BT’s tariff reductions. This implies
that, in these circumstances, it would be
appropriate for interconnection charges to be
reduced to the level that was consistent with
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BT earning a reasonable return at the retail

level after imputing these charges as costs to its

retail activities.

NON-PRICE TERMS AND
CONDITIONS OF
INTERCONNECTION

94 Responses to the 1993 consultative document
also revealed concern about a number of non-pricing
issues, the resolution ot which other operators
considered essential to establishing tair and not
unduly discriminatory interconnection. Work is
alreadv in hand on all of these issues and the
following paragraphs explain the current position.

Numbering: ownership of numbers

95 A number of operators have expressed concern
about the ownership and control ot numbering.
OFTEL recognises how crucial the tair allocation ot
numbers is to the development ot competition.
OFTEL will theretore take over the administration of
numbering. A consultative document. Numbering
Conventions and Speciticd Numbering Scheme will be
issued shortiv. It wiil contain dratt conventions
setting out the rules for the ailocation and use ot
numbers and examples ot the numbering scheme.
[mplementation of the new arrangements depend on
responses to this consultative document. OFTEL
plans to take over responsibility tor numbering by
June 1994.

Number portability

96 OFTEL recognises that the current inability to
retain the same telephone number at a fixed address
is a considerable disincentive to customers who wish
to change operators and is a major barrier to entry.

97 BT’s licence requires the Director General to
carrv vut a cost benetit anaivsis before he can direct
BT to provide number portability. This was
completed in December 1993. It demonstrated that
there 1s a robust case in favour of introducing
portabilitv. During consuitation on the cost benetit
analysis, other operators contirmed that they were in
principle prepared to provide reciprocai portability
with BT (as is required under BT’s licence before BT
can be directed to provide portability).

98 In January, the Director General announced three
main proposals designed to encourage the early
introduction ot portability. In summary, the
proposals are:

) to direct BT to introduce portability for those
Public Telecommunication Operators (PTOs)
which will reciprocate and which provide the
Director General with the necessary
information on when and where reciprocal
portabilitv will be provided. Discussions with
some PTOs are now underway. Other PTOs
are welcome to appiv for directions as soon as
thev can provide the necessary assurances and
information:

3 to direct the NICC to oversee turther technical
work and co-operation between operators. The
NICC is to present a timetable of its work by
Apnl with the obiective ot producing technical
solutions by the end ot the vear. {t will also be
working on longer term soiutions to
portability; and

) to simplify the tormal procedures set out in
operators’ licences tor the introduction of
portabilitv. OFTEL is examining the scope for
replacing these detailed procedures with more
general criteria which would require an
operator to provide portability when requested
by another aperator which is prepared to
reciprocate. This would remove the need for
operators to ask for directions specifving
particuiar areas and dates. and as a resuit
would help to make the process simpier and
quicker.

Directory information

99 OFTEL held a workshop in early February to
discuss possible solutions to the concerns raised by
operators, consumers and other interested parties,
about the terms under which competitors are able to
have access to BT's directorv information systems.
The discussion highlighted a need both for long-term
measures and shorter-term solutions to solve some of
the more immediate difficulties.

100 OFTEL believes that a code of practice, proposed
by BT. offers the best short-term solution. It will not
solve ail problems. but it will provide greater
assurance of equai treatment, set out clear
arrangements and standards of service, and give



operators a measure ot choice in the wav in which
they provide directorv enquiry services to their
customers. OFTEL will ensure that other operators
are closelv involved in tinalising the code, which
should be in operation by the summer, and in
ensuring that it operates etfectively.

101 OFTEL also reaiises the importance to other
operators of transparent, cost based. not undulv
discriminatory charges. As a tirst stage, OFTEL is
examining the charges levied by BT for inputting and
maintaining information on the NIS database. tor
accessing the directorv assistance database, and for
providing printed directories. In the longer term,
scrutinv ot individual charges wiil be reinforced by
the introduction of separate and transparent
accounting arrangements.

102 New arrangements tor the production ot printed
directories aim to give other operators much more
flexability and remove manv ot the ditficulties
associated with existing arrangements. OFTEL
proposes two new options: tirst, an unbranded core
directory will be made available to all operators.
They will be able to add whatever turther
information and branding thev wish. Second, other
operators who do not wish to use the core directory
will have access to directorv information on fair and
reasonable terms (which wiil include charging
arrangements) to enabie them to produce their own
directories.

103 OFTEL wiil consider the need for licence
moditications to ensure that arrangements are
properiy implemented and entorceable.

104 In implementing all these proposais, OFTEL will
take full account ot the requirements and concerns of
customers. Any obligations on operators to provide
access to directory intormation or to make
information available for particular purposes must
meet customers’ expectations about the way in which
their information will be used and the sateguards
which will apply.

Equal access

108 Eqgual access provides customers with choice as
to which long distance operator they want to use
either for all calls or on a call by call basis.

106 Under the terms of BT’s licence. the Director
General may oniv give a direction tor BT to provide

equal access if a cost benetit analvsis is undertaken
the resuits ot which show that the benefits outweigh
the costs. A consultative document on the cost
benettt methodology was circuiated to operators and
interested parties in November 1993, OFTEL is now
analysing the responses to it and will report on the
results ot the consuitation and the next steps by the
end of Aprit.

Emergency services

107 The conciusion, in August 1993, of the review of
emergency call handling by PTOs extended the
arrangements by which BT and Mercury offer
emergency call services to other operators on an
agency basis. OFTEL is committed to ensuring that
these services are otfered on equitable terms and will
take whatever action 1s necessary to ensure that this

1s the case.

Technical interfaces

108 So that interconnection between operators is not
hindered by technical issues. it is necessary for
operators to have access to intormation about the
network interfaces which mav be used for
interconnection. The Director General has given the
NICC the task ot advising on the designation of
interfaces (inciuding customer intertaces which are a
point of interconnection tor manv operators who
provide retail services). Essential intertaces are those
which. in the Director Cenerai’s opinion. are essential
tor interoperabilitv between svstems, Optional
ntertaces are those which would be classed as
essential if a particular optionai service were
implemented.

109 The NICC is formuiating its 1994 work
programme to deliver a list ot proposed designations
for the main interconnect interfaces. This will ensure
that interconnection between operators is adequately
defincd by open specitications.

110 The programme for interconnect interfaces

includes:

3 C7 signalling interfaces for:
o PSTN call
© ISDN call
¢ Operator access
» Transter of Calling Line identity,
including Presentation Restriction;
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) interface arrangements for the interim handling
of number portabilitv. Longer term work on an
arrangement exploiting ‘intelligent network’
capabilities will also begin;

) interface requirements for interconnection using
the Svnchronous Digital Hierarchy torm ot
transmission;

) studv of network requirements for indirectly
connected operators to ensure that their ability
to otfer competing services is not unduly
constrained;

) other intertaces arising from policy decisions on
new tvpes of interconnect;

) qualitv ot service issues flowing from the no
undue discrimination requirements ot the new
interconnect regtme: and

) other qualitv ot service aspects of networks
comprising muitiple public and private
networks, vy transmussion quality, resilience.

111 The programme will be tinalised in April 1994
and it is anticipated that industrv wide consuitation
will take place during Mav and June 1994

No undue discrimination on quality of
service

112 The other operators have stressed how important
no undue discrimination on qualitv ot service - as well
as charging — is to them. OFTEL recognises this

COoncern.

113 OFTEL considers that the priority is to ensure that
BT. as the duominant operator, has quaiitv of service
targets in place and that performance is measured
against target. Quality of service targets should be
offered by BT to both other operators and, where
appropriate, to BT-Retail as another sateguard against
undue discrimination. Such targets might inciude, for
example, speed of provision, repair times, negotiating
timescales for new interconnection facilities and
technical quality.

114 OFTEL will therefore be proposing licence
amendments to BT’s licence requiring BT to:

{a) develop quality of service targets in discussion
with other operators:

(b) agree the targets with the Director Generai; and

(¢) publish the targets and performance against
targets on a six monthly basis.

115 Consideration will also need to be given to what
remedial measures should be taken if performance
falls senouslv behind target.

116 OFTEL therefore proposes to invite BT and the
other operators to develop a list ot appropriate
measures and propose arrangements for publication
and for discussing performance against target.
OFTEL will introduce licence amendments, as
appropriate, to implement its proposats.

117 The BT /other operators group will also need to
consider the extent to which ather operators should
publish their targets.

information

118 Other operators have expressed concern about
how little information is available in the current
telecommunications market, arguing, that this
operates as a barrier to entrv. Steps are being taken to
improve the situation.

Network information

119 The 1993 consultative document indicated that
BT wouid be publishing information about its
network. There will be three tiers ot information:

) a description of BT's network:

D) muore detailed information tor those who hold
or have appiied tor licences; and

) prucise information for those undertaking
newotiations with BT on interconnection.

BT will also give other vperators reasonable advance
notice ot its network planning programme.

120 BT wiil be announcing the details of what it
proposes to provide in March 1994. The general
description of its network will be available in April
1994.

121 Other operators are expected to provide similar
network information to BT but until any of them are
considered dominant in their market will not be
expected to provide advance notice of their network
planning: programme.



licences. It is also considering how to collect
information on market shares. Where possible,
information will be broken down bv market segment.

123 OFTEL proposes to approach this exercise in
stages. The first of these will be a request trom the
Director General. in March 1994, to operators to
provide certain data on tixed and cellular markets
including that required tor ADC waiver decisions. He
will publish this information in the summer ot 1994
subject to considerations of commercial
confidentiality.

124 Intormation will also be collected on a quarterly
basis for international and nationai calls to reflect the
decision in the BT/MCL determination that these
markets should be considered separatelv. This
information will be published annuallv starting in
1994. Information on mdividual cable compames and
international simple resaie markets wiil be included.

Protection of commercially confidential
information

125 It is clearly not appropriate that information
provided to BT by other operators tor interconnection
purposes or information on interconnection tratfic
should be used within BT for anv other purpose than
interconnection. OFTEL has concluded that
safeguards should be put in place requiring the
company to enter into agreements with other
operators preventing intormation provided for
interconnection purposes being used tor anv other
purpose. OFTEL would propose to enshrine this
requirement in BT's licence.

SYMMETRY

126 The consultative document raised the question as
to when other operators should be required to
provide information similar to BT for accounting
separation and cost transparency purposes. The
document suggested that the provision of additionai
information should be reiated to market power and
invited views on the appropriateness of a 25% market
share test.

127 Annex A summarizes the responses to this
question. Some companies considered that ‘the
bottleneck’ in the network market was access to the
individual customer and that this theretore needed to

be regulated regardless ot the operator’s overall
market share. The majoritv of respondents
considered, however, that regulation will only be
needed where the operator had a significant market
share either ot long distance transmission or of local
terminations. Unsurprisingly, however, widelv
differing views were put torward on how market
power should be measured. A market share figure
alone was generally felt to be insufficient -~ and the
figures proposed ranged from 5% to 45%. There was
also general concern that any market share test shouid
recognise the complexities of markets both
geographicaily and in terms of service provided.

128 The discussions with BT and the other operators
have shown that symmetrv is an issue in relation to a
number ot the items raised in this document,
particularly accounting separation, the procedures for
arrving at standard interconnection charges, what
interconnection services should be otfered and what
network information provided.

Accounting Separation and Transparent
Procedures for Interconnection Charges

129 OFTEL takes the view that there are some items
under the propused interconnection arrangements
where what is proposed is the result of BT's dominant
market position. Where this is the case, OFTEL wouid
only envisage applving similar requirements to other
operators when thev had market power. [nter alia, the
proposals on accounting separation and transparent
procedures tor arrving at standard interconnection
charges tall into this category. Accounting separation
and cost transparency are designed as sateguards
against undue discrimination and such discrimination
is unlikely to be undue unless an operator has market
power.

130 The question then arises as to when OFTEL
would consider an operator had market power.
OFTEL has concluded that this can only be done on a
case by case basis, taking account of the extent of
competition in the relevant market. [t wouid propose
to weigh a number of factors inciuding the extent of
customer choice in the market; the number of
competitors in the defined market: their relative
market shares; the range of services provided by each
operator: the ease of market entrv; the ability of
existing operators to offer additional services in the
market; the extent to which the market is separable
from the wider telecommunications market either
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technicailv or geographicaily: and the degree ot
freedom tor the operator to set wholesale prices.

131 Where, in the light of these considerations.
OFTEL conciudes that an operator has market power
and is in a position to distort competition to the
detriment of consumers, it will propose licence
amendments accordingly to the operator in question.

132 Quustions of symmetry also arise in relation to
the provision of interconnection services and network
information bv other operators. These 1ssues are dealt
with in paragraphs 117 and 121 respectively.

133 Another issue which has been considered is when
operators other than BT should also be required to
publish their interconnection agreements, the other
operators have argued that for them to have to do so
wouid hinder their market deveiopment. OFTEL is
not proposing to extend the publication requirement
to other operators at the moment.

STAGE THREE: LONGER TERM
ISSUES

134 The third stage of OFTEL's programme on
interconnection wiil be to consider a number of fonger
term issues, Work has alreadv started on some of
these. OFTEL is proposing to draw up a more
detailed programme for addressing them and put this
to the workshop on 25 March. Although work wiil
begin on the issues m 1994 it wail almost certainly
need to continue thereatter. [f anv issues can be
resolved before 1995, thev will be incorporated in the
second stage programme. [n anv event, as solutions
to outstanding issues are reached, they will be
implemented from 1995 onwards. The issues are ail
important ones and OFTEL would not therefore
propose to reach conclusions on them without full
consultation. The key issues are set out in the

following paragraphs.

Cost basis for interconnection charges

135 The other operators have put forward a
suggestion that interconnection charges shouid be
based on what they refer to as forward looking
economic costs (FLEC) as soon as possible. FLEC is a
form of long run incremental costs.

136 OFTEL recognises the theoreticai attractions of a

long run incremental cost approach as a basis for
setting Interconnection charges. However, there are
some unportant practical and policy issues associated
with using incremental costs which will require some
detailed and caretul analvsis. Particular issues which
require consideration and on which views are invited
are as follows:

(a) how 1s the appropriate increment to be defined?

(b) what does the concept of ‘long run’ mean and
how ~hould it be defined for the purposes of
identitving costs?

{¢) how should common costs be recovered in an
activity exhibiting substantial economics of
scope. in a way which encourages efficient and
sustainable competition and which is consistent
with the non-discrimination proposais put
torward in the statement?

{d) if the costing approach is purelv forward
lovking how would retrospective adjustment
vperate where cost torecast prove inaccurate?

137 Another verv important tactor is the possible
impact on the price cap. Unless a major tension
between retail prices and interconnection charges
were to bv introduced, a move to FLEC for
interconnextion charges would require BT to set retail
prices on the same basis. This would imply that the
price cap would have to be reset on the new basis of
asset valuation, Reopening the price cap before the
end of the current price control period would have
some very serious implications and OFTEL is not
clear that these would be otfset bv commensurate
benetits. The Director General contirms that, on the
information currently available to him. he would not
intend to reopen the current price cap on BT's retail
prices agreed for August 1993 to julv 1997.

138 Some initial discussions on long run incremental
costs have already been held with the operators and
OFTEL is willing to take forward these discussions to
see whether it could provide a more appropriate
costing basis for interconnection charges, In
particular. OFTEL intends to put in hand a pilot study
to identity the detailed cost make-up of specific
components and services and will be working with
the operators to define the objectives of the study and
set a timetable for it.

Charging structure for interconnection



